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Health Care Industry Developments—2011/12

Notice to Readers
This Audit Risk Alert replaces Health Care Industry Developments—2010/11.
This Audit Risk Alert is intended to provide auditors of financial statements of
health care entities with an overview of recent economic, industry, technical,
regulatory, and professional developments that may affect the audits and other
engagements they perform. This Audit Risk Alert also can be used by an entity's
internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards).
Other auditing publications have no authoritative status; however, they may
help the auditor understand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
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Feedback
The Audit Risk Alert Health Care Industry Developments is published annually.
As you encounter audit or industry issues that you believe warrant discussion
in next year's Audit Risk Alert, please feel free to share them with us. Any other
comments that you have about the Audit Risk Alert also would be appreciated.
You may e-mail these comments to A&APublications@aicpa.org.
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How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your health
care industry audits and also can be used by an entity's internal management.
This alert provides information to assist you in achieving a more robust understanding of the business, economic, and regulatory environments in which
your clients operate. This alert is an important tool to help you identify some of
the significant risks that may result in the material misstatement of financial
statements and delivers information about emerging practice issues and current accounting, auditing, and regulatory developments. For developing issues
that may have a significant impact on the health care industry in the near
future, the "On the Horizon" section of this alert provides information on these
topics, including guidance that has either been issued but is not yet effective
or is in a development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2011/12 (product no.
0223311), which explains important issues that affect all entities in all industries in the current economic climate. You should refer to the full text of
accounting and auditing pronouncements, as well as the full text of any rules
or publications, that are discussed in this alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. In AU section 312, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards), audit risk is broadly
defined as the risk that the auditor may unknowingly fail to appropriately modify his or her opinion on financial statements that are materially misstated.
Further, paragraph .04 of AU section 314, Understanding the Entity and Its
Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), explains that the auditor should use professional judgment
to determine the extent of the understanding required of the entity and its environment, including its internal control. The auditor's primary consideration
is whether the understanding that has been obtained is sufficient to assess
risks of material misstatement of the financial statements and to design and
perform further audit procedures.

Economic and Industry Developments
.04 When planning and performing audit engagements, an auditor should
understand both the general and specific economic conditions facing the industry in which the client operates. Economic factors, such as interest rates,
availability of credit, consumer confidence, overall economic expansion or contraction, inflation, recession, real estate values, and labor market conditions,
are likely to have an effect on an entity's business and, therefore, its financial
statements.
.05 The year 2011 has not brought the indicators of economic recovery
that had been expected. The real gross domestic product (GDP) measures the
output of goods and services by labor and property located within the United
States. It increases as the economy grows or decreases as it slows. According
to the Bureau of Economic Analysis, real GDP has decreased steadily in 2011.
.06 Activity in the housing market remained depressed because both weak
demand and sizeable inventory of foreclosed or distressed properties continue
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to hold back new construction. Housing starts and new permits of single-family
homes have stayed at very low levels over the past 12 months, sales of new and
existing homes remained low, and home prices fell measurably.
.07 Net debt financing by nonfinancial corporations and outstanding
amounts of commercial and industrial loans and nonfinancial commercial paper increased in the second quarter of 2011, and most indicators of business
credit quality improved in this period.
.08 In line with market expectations, the Federal Reserve will continue
its asset purchase program and maintain interest rates at near zero into early
2012, and banks will keep their prime lending rate at 3.25 percent. According to
the Federal Reserve, low interest rates help households and businesses finance
new spending and help keep the prices of many other assets, such as stocks
and houses, steady. Economic conditions are anticipated to maintain low rates
of resource utilization and likely to warrant exceptionally low levels for the
federal funds rate for an extended period.
.09 According to the latest available information provided by the Bureau
of Labor Statistics, as of August 2011, although total unemployment remained
above 9 percent, health care unemployment remained approximately 6 percent.
Health care employment has actually grown by 31,000 employees in July and
30,000 employees in August, with a total of 306,000 jobs added for the year
ended August 2011. In August 2011, ambulatory health care services added
18,000 jobs, and hospitals added 8,000 jobs. In addition, federal incentives for
the use of electronic health records (EHRs) have driven the hiring of more IT
professionals by health care entities in 2011.

Health Care Reform Dominates the Agenda
.10 Coping with the changes associated with health care reform continues
to dominate the agenda for most health care organizations (HCOs). The sweeping overhaul of the U.S. health care system passed in March 2010 represents
the most significant change for the health care industry since the passage of
Medicare in the mid-1960s. Under the new law, health care reform is achieved
through three primary mechanisms: new coverage, new funding, and new regulations. The combination of these mechanisms is creating a profoundly different
playing field for HCOs.
.11 The law expands access to care and pays for expansion through the
reduction of payments to physicians and hospitals. Although the legislation
includes a mandate that significantly expands the number of U.S. citizens that
have health insurance coverage, it pays for that expansion through a reduction
of Medicare and Medicaid payments to physicians and hospitals. The legislation contains nearly $500 billion in Medicare cuts, including more than $156.6
billion in payment reductions to hospitals, long-term care facilities, inpatient
rehabilitation facilities, and hospice care organizations. For example, hospitals'
annual Medicare market basket updates will be reduced through 2019. Beginning October 1, 2011, the legislation implements a productivity adjustment to
the market basket increase for inpatient and outpatient hospitals, psychiatric
hospitals and units, long-term care hospital services, inpatient rehabilitation,
and skilled nursing facilities. Beginning in 2014, Medicare and Medicaid disproportionate share payments will be significantly reduced. These adjustments
may result in payment rates for a given year being less than the payment rates
for the preceding year.
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.12 The legislation also calls for the creation of new delivery models aimed
at increasing quality and efficiency while lowering costs. Starting in 2012, the
law provides for the establishment of accountable care organizations (ACOs),
which are collectives of different types of providers that will align their services to treat specific geographic regions of Medicare beneficiaries. In addition,
Medicaid's medical home program is designed to better coordinate care for people with multiple chronic conditions. Under this model, the offices of primary
care physicians will become the "home" in which care is coordinated and centralized for patients with chronic illnesses. Beginning in 2013, Medicare will
bundle payments for hospitals, nursing homes, physician services, and other
providers into one payment over a period of time called an episode of care.
.13 Beginning in 2012, the Medicare value-based purchasing (VBP) program will start to measure hospitals on outcomes, quality of care, and patient
satisfaction in regard to five conditions and procedures. Beginning in 2013,
hospitals will receive performance scores based off 2012 data that will determine whether they receive incentive payments. These are relative scores
related to performance methods. Hospitals scoring higher will receive incrementally more dollars than they would have without VBP. The opposite is
true for lower-scoring providers. Also effective in 2012, Medicare will reduce
inpatient payments associated with risk-adjustment readmission rates greater
than the expected value. The Centers for Medicare & Medicaid Services (CMS)
will also begin to publish hospital readmission rates on the hospital compare
site. In 2015, Medicare will reduce payment by 1 percent for select hospitalacquired conditions (HACs), such as infections, falls, or blood incompatibility.
In addition, the federal government will no longer reimburse states for Medicaid services related to HACs.
.14 Health care reform will have a significant effect on the operational performance and strategic direction of hospitals, health systems, physician groups,
and payers. The introduction of ACOs, bundled payments, regulatory requirements to implement health IT, reductions in Medicare rates, and quality-based
payments are forcing hospitals and physicians to collaborate more closely. The
transition to ACOs will fundamentally transform hospitals' current business
models. Physicians will become the hub of the ACO, directing patients to inpatient care, when necessary. Hospitals will become cost centers as opposed
to revenue centers, and their objective will be to proactively manage health
care. Those switching to the ACO model will need to slowly transition from
a fee-for-service model to a capitation or at-risk model. In addition, hospitals
will need the technological infrastructure, such as EHRs, in order to develop a
strong ACO. Implications of changes such as these are discussed in other areas
of this alert.

Medicare Fraud
.15 The latest accounts of Medicare fraud include the sentencing of 2 conspirators to 35- and 50-year prison terms and $87 million in fines for submitting
$205 million in false claims. This particular scheme involved many layers of
participation. Investigation of over 30 employees, therapists, doctors, nurses,
and recruiters is continuing. According to reports, the scheme included providing kickbacks to "recruiters" who recruited Medicare beneficiaries to receive
medically unnecessary and, often, unprovided services.
.16 Earlier this year, the Department of Justice announced charges against
91 defendants, including doctors, nurses, and other medical professionals for

ARA-HCO .16

4

Audit Risk Alert

their alleged participation on false billings of $295 million. According to other
reports, hundreds of millions of dollars have been recovered this year.
.17 The enactment of the Patient Protection and Affordable Care Act
(PPACA) on March 23, 2010, has many provisions designed to prevent Medicare
fraud. The PPACA allows for $4 billion to be spent in fighting Medicare fraud.
Special task forces are targeting and going after Medicare fraud schemes by
using Medicare data analysis techniques and an increased focus on community
policing. Ongoing strike force investigations are turning up all over the country.
.18 With the apparent magnitude of these schemes involving fraudulent
Medicare billings, some facts are surfacing that should make auditors sit up and
listen. Some of the schemes involve paying kickbacks to owners and operators
of assisted living facilities and halfway houses and to brokers in exchange for
delivering patients to facilities to receive medically unnecessary treatment.

Legislative and Regulatory Developments
The PPACA
.19 As part of the health care reform initiative, Congress approved, and
President Obama signed, the PPACA, establishing comprehensive health reform. Some changes and requirements of the PPACA that are expected to have
a significant impact on the health care industry are discussed in the following
paragraphs.

ACOs
.20 The concept of accountable care and the development of ACOs have
been identified by the PPACA as a means to tie provider reimbursements to
quality metrics and reductions in the total cost of care for an assigned population of patients. The PPACA requires the CMS to establish a Medicare Shared
Savings Program: Accountable Care Organizations, effective January 1, 2012,
that will allow Medicare to contract with ACOs to share in a portion of the
potential savings if targeted quality-of-care benchmarks and per-capita expenditure targets are met. Generally, the ACO is formed by a group of health care
providers, which then provides care to a group of patients. The providers are
collectively accountable for quality and per-capita costs, payments are linked
to improvements aimed at reducing costs, and performance measurements are
used to support results. Adopting an ACO model will have pervasive business
effects on organizations in the health care industry. In becoming ACO capable,
organizations need to evaluate the financial, clinical, operational, and IT issues
surrounding the transformation. Some of the requirements for an ACO include
the following:

r
r
r
r
r
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Accepting accountability for the quality, cost, and overall care of
the Medicare fee-for-service beneficiaries assigned to it
Agreeing to participate for not less than three years
Establishing a formal legal structure allowing the organization to
receive and distribute payments for shared savings to participating providers of services and suppliers
Providing a sufficient number of professionals to handle the number of beneficiaries assigned
Accommodating a minimum of 5,000 assigned beneficiaries

r
r
r
r
r
r
r
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Maintaining a leadership and management structure that includes clinical and administrative systems
Complying with reporting requirements regarding the professionals in the ACO, the determination of payments, and other reporting requirements as may be determined
Maintaining processes in place to promote evidence-based
medicine and patient engagement, reporting on quality and cost
measurement, and coordinating care
Meeting patient-centeredness criteria, such as the use of patient
caregiver assessments or individualized care plans
Exclusive participation in this Medicare shared savings program
Responsibly distributing savings to participating entities
Establishing and maintaining a process for evaluating the population that it serves

.21 These requirements pose strong restrictions on forming ACOs. Implementing ACOs will be a challenge. Because revenue comes from potential
savings that are shared back with the ACO, inherent risk exists in the overall
operation. From IT systems that capture transactions for compliance reports,
setting up complex legal structures, and establishing and maintaining required
clinical operations and systems management, ACOs can take a variety of forms,
but all include primary care physicians and other types of providers who provide care to Medicare beneficiaries in a way that will control costs. Achieved
savings are shared with the providers and suppliers through the ACO organization when quality metrics are also met.
.22 Auditors of entities involved in Medicare shared savings programs
will need to be aware of the regulatory compliance and legal requirements surrounding the establishment of ACOs. On October 20, 2011, the CMS issued
final regulations governing Medicare's authority to contract with ACOs under shared savings or other payment arrangements. These regulations cover a
range of issues critical to the development of ACOs, including their organizational structure and governance, internal operations, contracting obligations
with the CMS, reimbursement systems under the shared savings program, and
quality reporting and monitoring. Additionally, the following federal agencies
issued related guidance addressing legal and regulatory matters pertaining to
ACO formation:

r

r
r

The U.S. Department of Health & Human Services Office of Inspector General (OIG) issued an interim final fraud and abuse
rule establishing waivers of the application of the physician selfreferral law, the federal antikickback statute, and certain civil
monetary penalties law provisions to specified arrangements involving ACOs.
The Federal Trade Commission (FTC) and Department of Justice
(DOJ) issued a joint statement outlining how antitrust laws will
be applied to ACOs.
The IRS clarified its guidance concerning tax-exempt ACOs and
tax-exempt organizations (for further discussion, see the "Notice
for Tax-Exempt Organizations Participating in ACOs" section of
this alert).
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.23 The final CMS regulations are available at www.ofr.gov/OFRUpload/
OFRData/2011-27461 PI.pdf. The FTC and DOJ Statement of Antitrust Enforcement Policy Regarding Accountable Care Organizations Participating in
the Medicare Shared Savings Program can be accessed at www.justice.gov/atr/
public/health care/aco.html. The OIG's Medicare Program: Final Waivers in
Connection With the Shared Savings Program can be downloaded at www.ofr.
gov/OFRUpload/OFRData/2011-27460 PI.pdf.

ICD-10 Conversion
.24 CMS rules requiring changes to the formats used for certain electronic
transactions and requiring the use of updated standard code sets for certain
diagnoses and procedures will become effective on October 1, 2013.
.25 By that date, health care providers and payors must convert to ICD10, a full replacement code set for coding medical diagnosis and inpatient
hospital procedures that provides greater detail and granularity. ICD-10 will
affect coding for everyone covered by the Health Insurance Portability and Accountability Act (HIPAA) of 1996, not just those that submit Medicare claims.
To accommodate the ICD-10 code structure, the transaction standards used
for electronic health care claims, Version 4010/4010A, must be upgraded to
Version 5010 by January 1, 2012, which is a revised set of HIPAA transaction standards. Every standard has been replaced, from claims to eligibility to
referral authorizations.
.26 These transitions will require system and business changes throughout the health care industry. Implementation and testing efforts are expected to
be intense. Because the coding changes affect all areas of a health care entity's
practice and ability to be reimbursed, failure to implement the changes effectively and in a timely manner could result in a material adverse effect on an
HCO's financial position and results of operations due to possible miscodings,
dropped charges, and other errors that could occur.
.27 For information on ICD-10 and Version 5010, visit www.cms.gov/
ICD10.

EHR Incentive Programs
.28 In an effort to improve quality, safety, and efficiency of care, the
Health Information Technology for Economic and Clinical Health Act (HITECH
Act) established programs under Medicare and Medicaid to provide incentive
payments for the meaningful use of certified EHR technology.
.29 The HITECH Act is expected to provide $20 billion to be invested
in health IT infrastructure to encourage doctors and hospitals to use health
IT to electronically exchange patients' health information, while saving $10
billion and generating additional savings throughout the health sector through
improvements in quality of care and coordination and through reductions in
medical errors and duplicative care.
.30 The Medicare and Medicaid EHR incentive programs will provide incentive payments to eligible professionals and eligible hospitals as they adopt,
implement, upgrade, or demonstrate meaningful use of certified EHR technology. Registration in the Medicare program began in January 2011, and the
incentive payments began in May 2011. Registration dates for Medicaid incentive programs are established on a state-by-state basis.
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.31 Under the Medicare EHR incentive program, eligible professionals
can receive up to $44,000 over 5 years (with additional incentives for eligible
professionals in health professional shortage areas), or under the Medicaid
EHR incentive program, eligible professionals can receive up to $63,750 over
6 years. The Medicare EHR incentive payment to eligible hospitals for each
payment year is calculated as the product of (a) an initial amount ($2 million
base plus $200 for discharges 1,150–23,000); (b) the Medicare share; and (c) a
transition factor applicable to that payment year. The Medicaid EHR incentive
payment to eligible hospitals leverages the Medicare EHR incentive payment
calculation.
.32 The implementation of EHR that meets the meaningful use criteria
requires a significant capital investment. If hospitals and eligible professionals
are unable to meet the requirements for participation in the incentive payment
program, they will not be eligible to receive incentive payments that could
offset some of the costs of implementing EHR systems. What's more, for 2015
and later, Medicare-eligible hospitals that have not successfully demonstrated
meaningful use will be penalized with reduced reimbursement from Medicare
in the form of reductions to scheduled market basket increases. Failure to
implement EHR systems effectively and in a timely manner could result in a
material adverse effect on an HCO's financial position and results of operations.
.33 Auditors of organizations that have recognized revenue associated
with incentive payments should evaluate whether adequate evidence exists to
support management's assertion that they have complied with the meaningful
use criteria and should carefully consider whether the appropriate guidance
has been applied to the recognition of incentive payments.
.34 For further information, visit www.cms.gov/EHRIncentivePrograms/.

Municipal Securities Regulatory Developments
Amendment to Securities and Exchange Commission Continuing
Disclosure Rules (Securities and Exchange Commission Rule 15c2-12)
.35 On December 1, 2010, a number of modifications to the provisions of
Rule 15c2-12 dealing with continuing disclosure filings became effective. The
changes to Rule 15c2-12 included the following:

r

r
r

Removal of the continuing disclosure exemption for variable rate
demand obligations. Currently, securities with put or demand
features are exempt from the rule. Under the amendment, new
issues of demand obligations that occur on or after December 1,
2010, must contain covenants to provide continuing disclosures to
investors throughout the life of the bonds.
Establishment of a timeliness standard for submission of notices of
certain events. Previously, the rule required that notice of the occurrence of certain specified events be provided to the marketplace
in a timely manner. The amended rule requires event disclosures
to be provided within 10 business days of their occurrence.
Other changes to deletion of the general materiality condition for
certain of the event notices. The materiality threshold has been removed for certain events whose occurrence is considered so significant that disclosures should be made, regardless of whether the
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issuer or obligor considers the event to be material. The amendments also increase the number of events that will require disclosure and modify the language regarding adverse tax event notices.
.36 Chapter 7, "Municipal Bond Financing," of the 2011 edition of the overhauled Audit and Accounting Guide Health Care Entities contains guidance for
auditors with respect to their responsibilities for continuing disclosures filed
with the Electronic Municipal Market Access (EMMA) system, as well as their
responsibilities for official statements. See the related discussion in the "Auditor Association With Municipal Securities Disclosure Documents" section of
this alert.

Municipal Adviser Rules
.37 The Dodd-Frank Wall Street Reform and Consumer Protection Act
(the Dodd-Frank Act) amended the Securities Exchange Act of 1934 (the 1934
Act) to require the registration of municipal advisers with the Securities and
Exchange Commission (SEC) and to provide for their regulation by the Municipal Securities Rulemaking Board (MSRB), effective October 1, 2010.
.38 Under the Dodd-Frank Act, municipal advisers refers to persons and
organizations that provide advice with respect to the issuance of municipal
securities; the investment of bond proceeds; or related financial products, such
as derivatives. That definition is much broader than the definition historically
used by the market, and it potentially covers many more individuals and companies. In September 2010, the SEC issued an interim final temporary rule
that announced the procedure for the interim registration process in light of
the October 1, 2010, effective date of the law. The SEC received several comment letters on that interim rule that identified a lack of clarity about how the
definition of municipal adviser would apply to accountants. The concerns that
were raised related to the various services that CPA firms provide for entities
that issue municipal bonds (for example, financial statement audits; inclusion
letters; Statement on Auditing Standards [SAS] No. 72, Letters for Underwriters and Certain Other Requesting Parties [AICPA, Professional Standards, AU
sec. 634], letters or agreed-upon procedures reports; and so on) and whether
the performance of those services would subject the firms to this registration
process with the SEC.
.39 In December 2010, the SEC issued proposed rules establishing a permanent registration process for municipal advisers. In the proposed rules, the
SEC did not carve accountants out completely because it stated that some of
the services that may be provided would constitute advice that should require
them to register, such as advice about the structure, timing, terms, and other
similar matters concerning the issuance of municipal securities. Instead, the
SEC acknowledged that some of the services that CPA firms perform, such
as the preparation or audit of financial statements or the issuance of letters
for underwriters by accountants would not constitute the provision of advice;
hence, they would not have to register if performing only these services. The
AICPA's comment letter on these proposed rules raised concerns that the definition of municipal adviser was very broad and will encompass accountants
who are performing customary and usual services incidental or inextricably
linked to the practice of accountancy. It concluded that such customary and
usual services should not be subject to the required registration. As of the date
of this alert, the SEC has not issued a final regulation resolving the applicability of the registration requirement to accountants. Therefore, auditors with

ARA-HCO .36

9

Health Care Industry Developments—2011/12

clients that are issuers or conduit obligors in municipal securities offerings
should follow this project and any clarifications ultimately made by the SEC
with regard to the municipal advisers definition. For more information on the
proposed rule or to read the AICPA's comment letter to the SEC, please visit
www.aicpa.org/Advocacy/Issues/Pages/MunicipalAdvisors.aspx.

Potential SEC Regulation of the Municipal Market
.40 The SEC held several public hearings on the municipal securities market during the past year that examined a wide range of issues, including disclosure and transparency, financial reporting and accounting, and investor protection and education. Based on information obtained from those hearings and
other activities, the SEC plans to prepare a report concerning the state of the
municipal securities market, including its recommendations for further action
that it should pursue, which may include legislation, rulemaking, and changes
in industry practice. To monitor the actions of the SEC related to the municipal
securities market, see www.sec.gov/spotlight/municipalsecurities.shtml.
.41 Independent of the SEC's efforts, Congress is also considering the
need for regulatory reform of the municipal market. The Dodd-Frank Act requires the Government Accountability Office (GAO) to conduct a study that
will

r
r
r

compare the amount, frequency, and quality of disclosures provided by issuers of municipal securities with the amount and frequency of disclosures provided by SEC registrants, taking into
account the differences between those types of entities;
evaluate the costs and benefits of requiring issuers of municipal
bonds to provide additional financial disclosures for the benefit of
investors; and
make recommendations relating to disclosure requirements for
municipal issuers, including the advisability of the repeal or retention of the Tower Amendment.

.42 The GAO's report must be submitted to Congress by July 2012.
.43 However, Congress is proceeding with its own investigations into the
municipal market well in advance of the GAO's report. In April 2011, the House
Committee on Oversight and Government Reform held a series of hearings related to municipal bonds and governmental fiscal crises. As a result, legislation
is expected to be introduced in Congress this fall proposing to revise the 1934
Act and the Securities Act of 1933 to require for-profit conduit borrowers, which
are currently exempt from registration requirements, to register with the SEC
and file disclosure documents. In addition, the legislation is expected to propose amending the 1934 Act to give the SEC authority to require issuers to
provide investors with official statements and disclosure documents, including
financial statements and other operating information, as the SEC determines
is appropriate.
.44 If issuers and conduit obligors become subject to SEC regulation,
it would significantly change the responsibilities of auditors with respect to
continuing disclosure documents and offering documents (see the discussion
in the "Auditor Association With Municipal Securities Disclosure Documents"
section of this alert).
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Recent Changes to EMMA
.45 Issuers and obligors are required to file copies of final official statements, as well as information required under continuing disclosure agreements
(typically, annual financial information and notices of significant events), with
the MSRB's EMMA website at www.emma.msrb.org. In recent months, the
MSRB has been working on enhancements to EMMA to improve the quality
and timeliness of information available to investors.
.46 For securities issued on or after February 14, 2011, underwriters must
provide to the MSRB's EMMA system information about whether the issuer or
obligor has undertaken to provide continuing disclosures under Rule 15c2-12,
as well as the identity of any obligated persons other than the issuer, and the
timing by which issuers or obligated persons have agreed to provide annual
financial and operating data. This information will be displayed on EMMA. As
a reminder, the failure of an issuer or obligor to comply with its continuing
disclosure undertaking (including the agreed-to filing date) could result in the
following:

r
r
r

Disclosure of noncompliance in future official statements
Reduction in demand for the bonds due to concerns about future
noncompliance issues
Possible legal action by investors who suffer losses resulting from
the failure to make timely filings

.47 Effective at the end of May 2011, issuers, on a voluntary basis, are permitted to submit to EMMA preliminary official statements and other related
presale documents, official statements, and advance refunding documents; information related to the preparation and submission of audited financial statements and annual financial information; and hyperlinks to other disclosure
information available on the issuer's website. Further, an issuer or obligated
person may post on EMMA that it has undertaken to voluntarily submit annual financial information within 120 calendar days after the end of its fiscal
year or, as a transitional alternative, within 150 calendar days after the end of
its fiscal year. The transitional alternative is available through December 31,
2013. Such undertakings would be prominently displayed to EMMA users.
.48 The MSRB is working with certain nationally recognized statistical
rating organizations (NRSROs) to provide for the posting of credit ratings on
EMMA. To the extent that an NRSRO agrees to provide credit ratings and
related information to the MSRB without charge, the MSRB will display such
information on EMMA, along with any documents and identifying information
related to the applicable municipal security. Credit ratings from at least one
NRSRO are expected to be displayed on EMMA by fall 2011.

IRS Developments
New Tax-Exemption Requirements for 501(c)(3) Hospitals
.49 The PPACA also added new requirements that 501(c)(3) organizations
must satisfy to maintain the tax-exempt status of their hospital facilities. These
include a new Internal Revenue Code (IRC) Section 501(r), which sets forth four
additional requirements that a hospital will be required to meet to qualify for
tax exemption. Those requirements are as follows:
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Adopt and implement written financial assistance and emergency
medical care policies
Limit charges for emergency or other medically necessary care
Comply with new billing and collection restrictions
Conduct a community health needs assessment at least once every
three years

.50 The first three requirements must be complied with in tax years beginning after March 23, 2010. The fourth requirement becomes effective in tax
years beginning after March 23, 2012. If an organization operates more than
one hospital, the requirements must be met separately for each facility. The
organization will not be treated as exempt under IRC Section 501(c)(3) with
respect to any facility for which the requirements are not separately met.
.51 Beginning in the year that the community health assessment requirement becomes effective, an excise tax penalty of $50,000 will be imposed on
any tax-exempt hospital that fails to satisfy the assessment requirement in a
given year. Thus, if a two-hospital not-for-profit system fails to comply with
the requirements at either facility, it would be subject to a total excise tax of
$100,000 in that tax year ($50,000 for each hospital).
.52 A not-for-profit HCO's failure to maintain its tax-exempt status could
have serious tax consequences and affect both its financial statements and
related disclosures, and it could possibly require modification of the auditor's
report. Failure to comply with tax laws and regulations could have either a
direct effect on the determination of financial statement amounts or an indirect
effect on the financial statements that would require appropriate disclosures.

Form 990 Revisions
.53 The Form 990 series, including Schedule H, has undergone further
changes in 2010. Although the 2010 Form 990 remains similar to the 2008 and
2009 versions in overall structure and content, it contains a number of notable
changes and clarifications. For hospitals, the most notable changes involve
Schedule H of Form 990. The Schedule H changes were driven by the new IRC
Section 501(r) requirements previously described because Schedule H will be
used by the IRS to evaluate hospitals' compliance with the new requirements.
.54 To accomplish that, part 5 of Schedule H has been expanded into the
following three sections:

r
r

Section A requires the filer to separately list each of its hospital
facilities by size order from largest to smallest (based on total
revenues).
Schedule B information must be provided separately for each facility listed in section A. Section B captures information on the
new IRC Section 501(r). These include questions regarding a hospital's community health need assessment (which are optional
for tax years beginning on or before March 23, 2012, because the
community health assessment requirements are not yet effective);
financial assistance policy; billing and collections; and charges for
medical care provided in emergency situations. In June 2011, the
IRS communicated that section B would be optional for the 2010
tax year (see IRS Announcement 2011-37 [www.irs.gov/pub/irsdrop/a-11-37.pdf]). This was to give hospitals more time to become
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familiar with the types of information that the IRS will be collecting and to address any ambiguities arising from the extensive
revisions of the form and instructions.
Section C is a listing of all the filer's other health care facilities in
order from largest to smallest.

.55 Beginning with the 2010 returns, Schedule H filers must also attach
a copy of their most recent audited financial statements. HCOs that file electronically are requested to submit their financial statements in PDF format.

Postissuance Compliance With Tax-Exempt Bond Requirements
.56 Postissuance compliance with respect to tax-exempt bonds continues
to be the subject of increased scrutiny by the IRS. A recent compliance check
conducted by the IRS indicated that there were serious deficiencies in postissuance recordkeeping and retention, as well as a lack of substantive policies
and procedures to maintain postissuance compliance.
.57 The inclusion of Schedule K in the redesigned Form 990 represents
a substantial expansion of the IRS oversight regarding tax-exempt bonds, and
it affirms the IRS's increased efforts to monitor postissuance compliance by
501(c)(3) organizations, including nonprofit HCOs. Among other Schedule K
requirements, organizations must calculate the specific percentage of private
business use of bond-financed property on an annual basis. The information
reported on Schedule K will be used to monitor compliance with IRS rules that
limit the amount of private business use of a tax-exempt financed property to
no more than 5 percent of the proceeds of each tax-exempt bond issue. If the
501(c)(3) organization does not adhere to the restrictions and meets any of the
private activity bond tests, the bonds become taxable.
.58 According to IRS officials, the IRS is committing staff resources to
review the bond-related information filed on Schedule K, which may result in
targeted audits of the not-for-profit conduit borrower.
.59 This and other developments, such as the Advanced Refunding Bonds
Compliance Check Questionnaire distributed in May 2011 (www.irs.gov/pub/
irs-tege/f14246.pdf), have underscored the importance for issuers and conduit
borrowers to adopt and implement procedures for monitoring their postissuance compliance with federal tax requirements. An article was recently
posted to the IRS's website to assist issuers and conduit borrowers in this
regard (www.irs.gov/taxexemptbond/article/0,,id=243503,00.html).

Notice for Tax-Exempt Organizations Participating in ACOs
.60 Recognizing that nonprofit hospitals and other tax exempt HCOs are
likely to participate in the development and operation of ACOs in the Medicare Shared Savings Program, in April 2011, the IRS issued Notice 2011-20
(www.irs.gov/pub/irs-drop/n-11-20.pdf). The notice summarized how the IRS
expects existing IRS guidance may apply to 501(c)(3) tax-exempt organizations
(such as charitable hospitals) participating in ACOs. In addition, it solicited
public comment on whether existing IRS guidance governing tax-exempt organizations is sufficient for those tax-exempt organizations and, if not, what
additional guidance is needed.
.61 Notice 2011-20 was based on preliminary CMS regulations issued last
spring. On October 20, 2011, in conjunction with the CMS's release of final
regulations describing the rules for the Medicare Shared Savings Program and
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ACOs (see the "ACOs" section of this alert), the IRS issued Fact Sheet 2011-11
(www.irs.gov/pub/irs-news/fs-2011-11.pdf). The fact sheet confirms that Notice
2011-20 continues to reflect IRS expectations regarding the Medicare Shared
Service Program and ACOs and provides additional information for charitable
organizations that may wish to participate.

Audit and Accounting Developments
Audit Risks Arising From Current Economic Conditions
.62 Considering that health care executives and their boards are under
increasing pressure to understand and control the risks facing their entities
while facing intense pressure to improve performance, reduce operating costs,
and maximize revenue inflows, some risks that may affect a health care entity
in the current economic environment are as follows:

r
r
r
r
r
r
r
r

Collectability of receivables
Potentially erroneous or fraudulent activity due to decreased
staffing and the resurgence of business activity
Marginally achieving explicitly stated strategic objectives
Rising costs
Violations of an entity's policies
Violations of regulatory requirements
Industry trend toward consolidations
Widespread changes to IT systems

.63 Although these risks are not new to the health care industry, current
economic times bring additional risks for performance. Stringent new coding
requirements, significant capital investments in IT, and expanding service
requirements all put additional strain on an entity. As noted in paragraph
.17 of AU section 312, some possible audit responses to significant risks of
material misstatement include performing more effective audit procedures,
performing procedures closer to year-end, and increasing the extent of audit
procedures in order to obtain more persuasive evidence. Given the constantly
changing status of economic conditions that could affect your client, auditors
may consider changes in the environment throughout the audit and potentially
modify audit procedures to ensure that risks are adequately addressed.
.64 Although it is impossible to predict and include all accounting, auditing, and attestation issues that may affect your health care industry engagements, we cover in this alert a number of the primary areas of concern.
Continue to remain alert to economic, legislative, and regulatory developments,
as well as the associated accounting, auditing, and attestation issues, as you
perform your engagements.
.65 Auditors are cautioned to consider all facts and circumstances in evaluating the ability of an entity to continue as a going concern. Recurring operating losses, working capital deficiencies, loan defaults, tightening credit, loss
of key customers or suppliers, and litigation proceedings all affect the ability
of an entity to endure increasing hardships caused by the slowly recovering
economy.
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Audit Implications of Industry Consolidation
.66 The health care industry is undergoing consolidation in reaction to the
pressures on health care providers and payers brought about by the PPACA.
Hospital systems are acquiring physician practices and other outpatient and
subacute providers to position themselves for readmission, bundling, and other
payment restructuring. Similarly, payors are consolidating and acquiring disease management service providers in an effort to offer more competitive programs.
.67 The auditing and accounting issues that arise out of mergers and acquisitions are numerous and varied. Auditors need to carefully consider the
individual circumstances of the client to identify those issues and to then develop an appropriate audit strategy. Examples of some of the issues that should
be considered by auditors include the following:

r

r
r

r
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Careful consideration should be given to management's accounting for the business combination to ensure that all relevant generally accepted accounting principles (GAAP) have been considered.
This is particularly important for not-for-profit HCOs because
the recently issued guidance pertaining to accounting for not-forprofit combinations is so new that most HCOs are still grappling
with the inherent learning curve in understanding how to apply
the new standards. Under those rules, not-for-profit HCOs are required to determine whether a transaction is a combination and, if
so, whether to account for it as a merger or an acquisition. See the
related discussion in the "Not-for-Profit Combinations" section of
this alert.
Transactions may involve complex valuation issues. See the related discussion in the "Valuations" section of this alert.
An acquisition may result in recognition of a noncontrolling interest (formerly called a minority interest). A noncontrolling interest
is the portion of a controlled subsidiary that is owned by a party
other than the parent. Effective for reporting periods beginning
after December 15, 2009, not-for-profit HCOs that have partiallyowned subsidiaries must apply the concepts of Financial Accounting Standards Board (FASB) Accounting Standards Codification
(ASC) 958-805 in reporting the portions that are owned by other
parties. If a not-for-profit organization (NPO) acquires less than
100 percent of another organization that it must consolidate, the
noncontrolling interest must be measured at its fair value at the
acquisition date. FASB ASC 958-805 also provides new requirements with respect to presentation of a noncontrolling interest in
a not-for-profit HCO's financial statements. Auditors will be required to evaluate both the value attributed to the noncontrolling
interest recognized and its presentation within financial statements.
With consolidation comes dramatic change in the structure of an
entity. In an effort to create greater cost efficiencies in the consolidated entity, departments may be combined and duplicative
functions eliminated. Auditors should consider the impact of such
changes on their client's internal control when making the assessment of control risk.

r

r

r

r
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Business combinations often result in the gain of a client for one
auditor and a loss of a client for another. Thus, in the current
environment, auditors may be more likely to find themselves in
the role of either a predecessor or successor auditor. AU section
315, Communications Between Predecessor and Successor Auditors (AICPA, Professional Standards), provides guidance on communications between predecessor and successor auditors when a
change of auditors is in process or has taken place.
Mergers and acquisitions may be affected in part through the use
of debt financing. Auditors should carefully evaluate the terms of
the debt agreement to identify, among other things, whether there
are any loan covenants and, if so, the terms. Auditors should evaluate compliance with restrictive covenants and the implications
of any loan covenant violations.
The acquisition of an entity by one party may mean that another party has disposed of a business segment. Accordingly, auditors of the selling party should consider whether management
has followed the accounting and disclosure requirements of FASB
ASC 205-20. Audit risk may be significant for discontinued operations involving an extended phase-out period. Auditors should
give careful consideration to management's estimates when the
disposal date of the segment occurs after year-end. AU section
342, Auditing Accounting Estimates (AICPA, Professional Standards), provides guidance on obtaining and evaluating sufficient
appropriate audit evidence to support significant accounting estimates.
Auditors should consider whether the continued industry trend
toward consolidation represents a fraud risk factor that should be
considered in the assessment of the risk of material misstatement
due to fraud under AU section 316, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional Standards).

Valuations
.68 Auditors of HCOs must evaluate fair value measurements in connection with combination transactions and goodwill impairment evaluations. For
example, if a client has been involved in an acquisition during the year under audit, the auditor will be required to evaluate the appropriateness of the
client's identification of the assets acquired and liabilities assumed and the
appropriateness of the fair values ascribed to each. Evaluation of the valuation
of a reporting unit's assets and liabilities may also be involved in connection
with step two of a client's goodwill impairment testing. Evaluating assertions
pertaining to the fair value of assets, such as marketable securities, may require little incremental effort on the part of auditors, but evaluating assertions
pertaining to valuations that require the application of extensive management
judgment may prove more complex. This is particularly true with respect to
valuations surrounding unique intangibles, such as certificates of need, Medicare licenses, and physician relationships. In those situations, valuations are
often based on internal budgets and projections, and auditors will be required
to evaluate these projections to ensure that they are reasonable and reflect
management's best estimates.
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.69 Some specific types of acquisitions may also present challenges to
auditors. For example, in many transactions involving the acquisition of physician practices, after identification of all intangible assets, a significant amount
of goodwill is often recorded by the acquirer (typically a hospital or health
system). Recording goodwill from such transactions may have a high probability of impairment when the intangible asset values of the practice are based
solely on the cost approach to valuation. Acquiring entities and their auditors
should carefully review the methodology used to value the physician practices
being acquired. Forecasts used to support the valuation assessments need to
be reviewed carefully.
.70 For the more complex areas of asset or liability valuation, auditors
may consider using a valuation specialist. Auditors relying on such information
should consider the guidance set forth under AU section 336, Using the Work
of a Specialist (AICPA, Professional Standards). See the related discussion in
the "Using the Work of a Specialist" section of this alert.

Audit Implications of Systems Changes
.71 A number of HCOs will be focusing on addressing and implementing
new CMS rules related to EHR technology, as well as the changeover of systems
to utilize ICD-10 codes. See the related discussions in the "EHR Incentive
Programs" and "ICD-10 Conversion" sections of this alert. Compliance with
these regulatory changes may require a multiyear effort, with the potential
for significant resource outlays related to acquiring new computer systems or
making significant modifications to existing systems.
.72 Auditors should be alert for risks relevant to financial reporting that
can arise or change due to new systems or system changes, for example. Risks
relevant to financial reporting include external and internal events and circumstances that may occur and adversely affect an entity's ability to initiate,
record, process, and report financial data consistent with the assertions of
management in the financial statements. Risks can arise or change due to circumstances such as, among other things, changes in the regulatory or operating
environment and new or revamped information systems.
.73 Auditors should also consider whether costs associated with these
efforts have been appropriately capitalized or expensed in accordance with
the guidance in FASB ASC 350-40. A key aspect is evaluating management's
assertions about whether certain changes result in additional functionality
(and, thus, should be capitalized rather than expensed).

Not-for-Profit Combinations
.74 In light of the increase in merger and acquisition activity, many notfor-profit HCOs are applying the provisions of FASB ASC 958-805 for the first
time. Similar to the process that for-profit health care entities went through in
the transition to FASB ASC 350, Intangibles—Goodwill and Other, and 805,
Business Combinations, there is an inherent learning curve in understanding
how to apply these accounting standards. This is particularly true in light of the
fact that, historically, most providers accounted for acquisitions of other notfor-profit entities using the pooling of interests method (which did not involve
fair value measurement of assets and liabilities acquired). Complex accounting assessments (for example, correctly determining whether a transaction is
considered a merger or an acquisition, identifying assets acquired and liabilities assumed, identifying reporting units, and fair value measurements) are
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critical to successful implementation of the transaction-related provisions of
the standard that were subsequently codified in FASB ASC 958-805.
.75 If merger accounting has been used, the auditor should carefully consider whether management's assertions support the fact that all the combining
entities have ceded control to form an entirely new economic entity. In addition, the auditor should consider whether the merger accounting provisions of
FASB ASC 958-805 have been appropriately applied. With merger accounting,
the HCO applies the carryover method, which requires combining the historical
cost of assets and liabilities recognized in the separate financial statements of
the merging entities as of the merger date. The carryover method is similar to,
but not exactly the same as, the old pooling-of-interest method of accounting.
An important difference is that, under FASB ASC 958-805's carryover method
guidance, the first reporting period for the new merged entity starts as of the
merger date, and operations of the new entity are reported from the merger
date forward. This is a significant change from past practice because, historically, the combined entity reported the combined operations retroactively (as
if the combining entities had always been one organization). The merger date
may be a date later than the start of the newly merged entity's fiscal year, and
as a result, the first financial reporting period for the merged entity might be
less than 12 months.
.76 If the acquisition method has been used, the auditor should carefully
consider management's assertions around which of the combining entities is
the acquirer. In addition, the auditor should consider whether the accounting
provisions of FASB ASC 958-805 related to the acquisition method have been
appropriately applied. Because most transactions historically were accounted
for using the pooling-of-interests method, the acquisition method may not be
as familiar to not-for-profit HCOs and, thus, may require additional consideration by the auditor. The acquisition method includes recognizing the fair value
of all assets acquired and liabilities assumed. This requires the acquiring organization to perform a diligent search for items of value acquired that were
not previously recorded, such as intangible assets. The auditor must evaluate management's assertions related to the assets and liabilities acquired for
completeness. The auditor also must evaluate the reasonableness of management's assertions related to valuations, recognizing that an understatement or
overstatement of assets could result in a transaction being inappropriately reported as expense or goodwill, rather than contribution income (or vice versa),
as discussed further subsequently. The auditor should also consider whether
the intangible assets recognized in the transaction meet the intangible asset
reporting criteria in light of changes in the rules with respect to recognition
and accounting for intangible assets, including goodwill.
.77 The auditor will be required to evaluate the appropriateness of management's conclusions about whether the transaction resulted in the recognition of goodwill, contribution income, or contribution expense, as follows:

r
r

If contribution income was recognized, the auditor will need to
evaluate management's apportionment of contribution income
among the unrestricted, temporarily restricted, or permanently
restricted net asset classes based on the existence and types of
donor-imposed restrictions assumed by the acquiring entity.
If the fair value of liabilities plus consideration paid exceeds the
fair value of assets acquired, the auditor will need to evaluate
the appropriateness of management's assertion that the resulting
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debit should be capitalized as goodwill or, alternatively, immediately recognized in expense. If the acquiree's operations are
expected to not be predominantly supported by contributions (as
would be the case in most health care transactions), the excess represents goodwill; otherwise, it represents contribution expense. If
goodwill is recognized, it is assigned to reporting units. The concept of reporting units are new for not-for-profit HCOs and, thus,
may require additional scrutiny by auditors.
If either contribution income or contribution expense has been recognized, the auditor should evaluate whether that item has been
properly displayed in the statement of operations or statement
of changes in net assets. Contribution income affecting changes
in unrestricted net assets and all contribution expense must be
reported as a separate line item, appropriately captioned, above
the performance indicator in the statement of operations.

.78 The auditor must also evaluate the adequacy of the client's disclosures
related to the nature and financial effects of the merger or acquisition, as
required by the original standard and recent amendments.

Goodwill Impairment Testing
.79 Health care reform imposes additional costs on HCOs to comply with
EHR requirements, demonstrate quality, and enter into strategic alliances
with other organizations. Such costs are expected to put further downward
pressure on hospital margins over the next few years. As margins decline, cash
flows available to the HCOs will decline, leading to lower fair values and a
higher likelihood of failing impairment tests. These pressures, coupled with
the rapidly changing nature of the health care industry and the complexities
of asset impairment testing, will require that auditors critically assess the
assumptions used in their client's impairment analyses. For auditors of notfor-profit HCOs, an additional factor to consider is that the client is likely
experiencing a learning curve with respect to the goodwill impairment tests,
which were required to be implemented in connection with the organization's
adoption of FASB ASC 958-805.
.80 FASB ASC 350 requires that goodwill be tested at least annually for
impairment. In addition, interim impairment testing may have been conducted
as a result of the occurrence of a triggering event. The first step in the test is to
assess whether a reporting unit's fair value is less than its book value (carrying
amount). If the reporting unit's fair value exceeds its carrying amount, then no
impairment is indicated, and no further analysis is required. However, if the
fair value of the reporting unit is less than the carrying value, the second step
is to measure the amount of any goodwill impairment.
.81 Because goodwill is, by definition, a residual, the implied value of
goodwill is determined by revaluing all tangible and intangible assets, as well
as liabilities, within the reporting unit and then subtracting that net asset
value from the fair value of the reporting unit. The second step is not just a
revaluation of the identifiable intangible assets already on the books; it is a
full valuation of the reporting unit's assets and liabilities conducted as though
the unit were a newly acquired business. This can result in valuing items for
testing purposes that may not be measured at fair value on a recurring basis,
such as inventory, fixed assets, and debt, as well as any internally developed
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intangible assets not currently recorded on the organization's books, such as a
certificate of needs, licenses, and relationships.
.82 For assessing more complex valuations involved in step two testing,
auditors may consider using a valuation specialist. See the "Using the Work of
a Specialist" section of this alert for considerations associated with relying on
the work of a specialist in connection with an audit.
.83 Auditors should also be aware of amendments to the goodwill impairment standard brought about by two recent FASB releases. Effective for periods
beginning after December 15, 2010, Accounting Standards Update (ASU) No.
2010-28, Intangibles—Goodwill and Other (Topic 350): When to Perform Step 2
of the Goodwill Impairment Test for Reporting Units with Zero or Negative Carrying Amounts (a consensus of the FASB Emerging Issues Task Force), requires
that step two be performed for reporting units with zero or negative carrying
values if it is more likely than not that a goodwill impairment exists. (Such reporting units automatically pass step one because fair value will always equal
or exceed the carrying amount.) In addition, ASU No. 2011-08, Intangibles—
Goodwill and Other (Topic 350): Testing Goodwill for Impairment, would allow
entities to begin their impairment valuation by assessing whether any events
or circumstances occurred that might indicate that a reporting unit's fair value
is less than its carrying amount. An entity would not need to perform the quantitative two-step test unless the results of the assessment indicate that it is
more likely than not that the fair value of the reporting unit is less than its
carrying amount. ASU No. 2011-08 also modifies the indicators that should be
considered with respect to interim testing for impairment. ASU No. 2011-08 is
effective for years beginning after December 15, 2011, but some organizations
may have taken advantage of its early adoption provisions.

Responsibilities of Predecessor and Successor Auditors
.84 With the increasing level of consolidation activity comes a corresponding increase in changes in auditors. Thus, auditors may be more likely to find
themselves in the role of either a predecessor or successor auditor this year.
AU section 315 provides guidance on communications between predecessor and
successor auditors when a change of auditors is in process or has taken place.
.85 To begin with, AU section 315 defines the terms predecessor auditor
and successor auditor. A predecessor auditor (the predecessor) is defined as an
auditor who has

r
r

reported on the most recent audited financial statements or was
engaged to perform, but did not complete, an audit of any subsequent financial statements.
resigned; declined to stand for reappointment; or been notified
that his or her services have been, or may be, terminated.

.86 A successor auditor (the successor) is defined as (a) an auditor who is
considering accepting an engagement to audit financial statements but has not
communicated with the predecessor auditor, as required by AU section 315,
and (b) an auditor who has accepted such an engagement.
.87 AU section 315 cites as a necessary procedure on the part of the successor the inquiry of the predecessor. The successor, upon receiving permission
from the prospective client, should make specific and reasonable inquiries of
the predecessor regarding matters that will assist the successor in determining
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whether to accept the engagement. Though the successor may consider making
any reasonable inquiry, AU section 315 requires that matters subject to inquiry
should include the following:

r
r
r
r

Information that might bear on the integrity of management
Disagreements with management about accounting principles,
auditing procedures, or other similarly significant matters
Communications to management and those charged with governance regarding fraud, illegal acts by clients, and internal controlrelated matters
The predecessor's understanding about the reasons for the change
of auditors

.88 The predecessor should respond promptly and fully to the successor's
reasonable inquiries. If, due to unusual circumstances, the predecessor decides
to offer a limited response, this fact should be clearly stated. The successor
should consider the implications of a limited response in deciding whether to
accept the engagement.
.89 AU section 315 also states that the successor should request the client
to authorize the predecessor to allow a review of his or her working papers.
(An illustrative client consent and acknowledgement letter documenting this
authorization is included in AU section 315.) The successor's review of the
predecessor's working papers may affect the nature, timing, and extent of the
successor's procedures with respect to the opening balances and consistency of
accounting principles. However, the work performed and conclusions reached
are solely the responsibility of the successor. The predecessor should ordinarily
permit the successor to review his or her working papers, but AU section 315
provides that the extent, if any, to which a predecessor permits access to the
working papers is a matter of judgment.
.90 AU section 315 also discusses audits of financial statements that
have been previously audited and provides communications guidance when
possible misstatements are discovered in financial statements reported on by
a predecessor auditor. Auditors who find themselves in the role of predecessor
or successor auditor should refer to the full text of AU section 315 to determine
the extent of their responsibilities under generally accepted auditing standards
(GAAS).

Using the Work of a Specialist
.91 It may be necessary to use a specialist, such as a valuation expert
or an actuary, to assist in auditing complex or subjective matters. Examples
of matters in which an auditor may engage a valuation specialist include the
valuation of assets and liabilities acquired in a business combination transaction, the valuation of reporting units for purposes of step-two impairment
testing valuation issues, or assessing the reasonableness of the determination
of amounts derived from specialized techniques or models related to investments. HCOs often engage actuaries to assist them in estimating liabilities
relating to pensions, other postemployment benefits other than pensions, and
claims for malpractice losses and similar contingent liabilities.
.92 AU section 336 provides guidance to auditors in using specialists.
The guidance in AU section 336 is applicable when the specialist is hired by
management or if the auditor engages the specialist. However, if a specialist
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employed by the auditor's firm participates in the audit, AU section 311, Planning and Supervision (AICPA, Professional Standards), is applicable, rather
than AU section 336.
.93 When using the work of a specialist, the auditor should evaluate the
specialist's professional qualifications, obtain an understanding of the nature
of the work performed or to be performed, and evaluate the relationship of the
specialist to the client in terms of objectivity. Although the appropriateness and
reasonableness of the methods and assumptions employed by the specialist are
his or her responsibility, the auditor should obtain an understanding of these
qualities, test the underlying data provided to the specialist, and evaluate
the specialist's findings in the context of the audit and related assertions in
the financial statements.
.94 It is also important to understand that the value of the work of the
specialist depends, in part, on the information that he or she is given. Testing
the data and underlying assumptions that are provided to the specialist may be
appropriate before the auditor relies on the specialist's work. There may also
be situations in which auditors decide to use firm or independent specialists to
assist in reviewing the work of management's specialist.

Auditor Association With Municipal Securities Disclosure
Documents
.95 The recent attention to municipal securities activities merits a brief
refresher on the factors that associate an auditor with an official statement
used in connection with the issuance of municipal securities and the related
responsibilities once an association exists. These matters are discussed in more
detail in chapter 7 of the 2011 edition of the overhauled Audit and Accounting
Guide Health Care Entities.
.96 Auditors are subject to the antifraud provisions of the federal securities laws and may be held liable for material misstatements or omissions
in documents containing audited financial statements, such as preliminary or
final official statements with which they are associated. Occurrence of any of
the following events causes the auditor to become associated with the official
statement:

r
r
r
r
r

Assisting in preparing financial information included in the official statement (other than the financial statements covered by the
auditor's opinion)
Reviewing a draft of the official statement at the client's request
Manually or electronically signing a copy of the independent auditor's report for inclusion in a specific official statement (for example, if requested by the underwriter for inclusion in the official
closing documents for the offering)
Providing a written agreement (for example, through an inclusion
letter or a signed authorization form) for the use of the independent auditor's report in a specific official statement
Providing a revised independent auditor's report for inclusion in
a specific official statement (for example, in an offering for an
entity that receives a Government Auditing Standards audit in
addition to a GAAS audit, a version of the report that refers only
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r
r

to the GAAS audit [see paragraph 7.96 of the 2011 edition of the
overhauled Audit and Accounting Guide Health Care Entities])
Issuing a comfort letter (as described in paragraph .09 of AU section 634 or an attestation engagement report, in lieu of a comfort
or similar letter, on information included in the official statement
Issuing a report on an attestation engagement relating to the
debt offering (for example, on compliance with revenue coverage
in connection with previously issued bonds)

.97 In addition, although professional standards do not require an auditor's association with a client's official statements, except in the situations previously described, some auditors include a provision in the engagement letter
requiring the client to obtain permission from the auditor before using the independent auditor's report in the official statement. Such a provision may be used
by the auditor to establish a requirement that the auditor become associated
with the client's official statements containing the independent auditor's report.
.98 If the auditor is associated with an official statement, the guidance in
paragraphs .01–.06 of SAS No. 118, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards, AU sec.
550), provides that the auditor has no obligation to perform any procedures
to corroborate other information contained in those documents. However, the
auditor should read the other information of which the auditor is aware in
order to identify material inconsistencies, if any, with the audited financial
statements. SAS No. 118 provides guidance if the auditor concludes that a material inconsistency (or a material misstatement of fact that is not a material
inconsistency) exists. Accordingly, when audited financial statements are included in an official statement, and the auditors are associated with the official
statement, it is recommended that auditors take a "big picture" approach and
consider whether any other information in that official statement is materially
inconsistent with the audited financial statements.
.99 If an auditor does not include a provision in the engagement letter
that would require auditor association (as previously discussed), the auditor
may consider including a requirement that any official statements issued by
the client with which the auditor is not associated clearly indicate that the
auditor is not associated with the contents of such official statements. Such
a disclosure could read as follows: "[Name of firm], our independent auditor,
has not been engaged to perform, and has not performed, since the date of its
report included herein, any procedures on the financial statements addressed
in that report. [Name of firm] also has not performed any procedures relating to
this official statement." This is because investors in municipal securities may
not be aware that the requirement for registered companies in the corporate
market to obtain consent from their auditors to include the auditor's report in a
corporate offering does not apply to the municipal market. Those investors may
mistakenly assume that the auditor is associated with the offering document
(and, thus, has performed the procedures required by SAS No. 118 when, in
fact, the auditor has not).
.100 As discussed in paragraph 7.91 of the 2011 edition of the overhauled
Audit and Accounting Guide Health Care Entities, the auditor is not required
to participate in, or undertake any procedures with respect to, a government's
continuing disclosure documents (for example, audited financial statements or
material event notices filed with EMMA).
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Classification of Debt
.101 Due, in part, to the recent economic recession, some HCOs have
noted changes in loan terms for new debt or existing debt that has been recently renewed. HCOs are reminded to carefully review the terms of their
debt agreements to ensure that the related liability balances are properly classified in the statement of financial position as current or noncurrent. FASB
ASC 470-10-45 provides guidance regarding the following topics to assist with
determining proper classification:

r
r
r
r

Debt covenant violations
Due-on-demand loan agreements
Callable debt agreements
Short-term obligations expected to be refinanced

ASUs
.102 A number of health care industry ASUs have provisions with effective
dates for fiscal periods ending in 2011 and 2012, with early application permitted. These ASUs and the applicable implementation provisions are discussed
subsequently.

Patient Service Revenue, Provision for Bad Debts, and the
Allowance for Doubtful Accounts
.103 Some HCOs (for example, hospital emergency rooms) treat uninsured
low-income patients who cannot pay for the services they receive and who will
not qualify for charity care (for example, because they might not provide the
documentation needed to qualify). Prevalent industry practice among those
organizations has been to recognize revenues and receivables for services provided to those patients, even if the entity expects to ultimately receive little or
no cash for these services. As a result, health care entities that treat a significant number of such patients might record a relatively high bad-debt provision
in the period those services are provided.
.104 In 2009, a project was added to the Emerging Issues Task Force's
agenda to determine whether this practice should be modified. That project
led to the issuance of ASU No. 2011-07, Health Care Entities (Topic 954): Presentation and Disclosure of Patient Service Revenue, Provision for Bad Debts,
and the Allowance for Doubtful Accounts for Certain Health Care Entities (a
consensus of the FASB Emerging Issues Task Force, in July 2011. Health care
entities that recognize significant amounts of patient service revenue at the
time that the services are rendered, even though they do not assess the patient's ability to pay (in other words, the types of health care entities described
in the first paragraph), will be required (a) to change the presentation of their
statement of operations by reclassifying the provision for bad debts associated
with patient service revenue from an operating expense to a deduction from
patient service revenue (net of contractual allowances and discounts) and (b)
to provide enhanced disclosure about their policies for recognizing revenue and
assessing bad debts. Bad debts associated with revenue-generating activities
other than patient service revenue would not reclassified. Further, bad debts
reported by health care entities that do not have this practice would continue
to be reported as operating expense.
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.105 For public entities (including not-for-profit HCOs that are conduit
obligors of municipal bonds that trade in public markets), the ASU is effective for fiscal years and interim periods within those years beginning after
December 15, 2011. For nonpublic entities, the ASU is effective for the first
annual period ending after December 15, 2012, and interim and annual periods thereafter. (In other words, nonpublic entities do not have to apply the
provisions in interim statements prepared during the year of initial adoption.)
Early adoption is permitted. Readers should read the ASU in its entirety at
www.fasb.org.
.106 Subsequent to the issuance of the ASU, questions were raised related to the application of the ASU in the consolidated financial statements
of multientity HCOs that issue separate subsidiary financial statements. The
ASU was silent on whether significance should be assessed in the individual
financial statements of the subsidiaries and then retained in consolidation or
whether, instead, significance should be assessed at the overall consolidated
reporting entity level. The AICPA may issue a Technical Question and Answer
providing nonauthoritative guidance on this issue.
.107 Governmental health care entities (including those that apply paragraph 7 of Governmental Accounting Standards Board (GASB) Statement No.
20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That Use Proprietary Fund Accounting) should not adopt
the changes required by ASU No. 2011-07 because those changes only amend
FASB ASC. Governmental entities continue to apply the presentation and disclosure requirements for patient service revenue that were required by the
1996 edition of the Accounting and Auditing Guide Health Care Organizations
(which, prior to ASU No. 2011-07, were identical to the guidance in FASB ASC
954-605). The presentation and disclosure requirements for patient service revenue set forth in the 1996 edition of the Audit and Accounting Guide Health
Care Organizations represent category (b) guidance within the governmental
GAAP hierarchy for governmental HCOs, and are described as such in paragraphs 15.110–.112 of the 2011 edition of the overhauled Audit and Accounting
Guide Health Care Entities.

Presentation of Insurance Claims and Related Recoveries
.108 In August 2010, FASB issued ASU No. 2010-24, Health Care Entities
(Topic 954): Presentation of Insurance Claims and Related Insurance Recoveries
(a consensus of the FASB Emerging Issues Task Force), to address current diversity in practice related to the accounting by health care entities for medical
malpractice claims and similar liabilities and their related anticipated insurance recoveries. Historically, most health care entities only reported liabilities
related to malpractice claims that were not covered by insurance (in effect,
netting anticipated insurance recoveries against the related accrued liability).
This was consistent with the widespread practice within the health care industry whereby, for a covered claim, the insurer often handles all aspects of claims
payments directly (rather than reimbursing a claim payment made by the HCO
itself). The amendments in ASU No. 2010-24 are consistent with the guidance
on netting receivables and payables in FASB ASC 210-20 that is more broadly
applicable for entities in other industries and that does not permit offsetting
conditional or unconditional liabilities with anticipated insurance recoveries
from third parties.
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.109 ASU No. 2010-24 clarifies that a health care entity should not net
insurance recoveries against a related claim liability, and the claim liability
should be determined without consideration of insurance recoveries. In addition, the ASU explicitly applies to contingent liabilities other than malpractice
(for example, workers' compensation arrangements).
.110 The amendments in ASU No. 2010-24 are effective for fiscal years
beginning after December 15, 2010, and interim periods within those fiscal
years. A cumulative-effect adjustment should be recognized in opening retained
earnings in the period of adoption if a difference exists between any liabilities
and insurance receivables recorded as a result of application. Retrospective
and early application are permitted.
.111 The amendments in ASU No. 2010-24 would not be applied by governmental health care entities (including those that apply paragraph 7 of GASB
Statement No. 20). As discussed in paragraph 15.80 of the 2011 edition of the
overhauled Audit and Accounting Guide Health Care Entities, under GASB
standards, an estimated loss from a claim is not accrued if risk has been transferred to an unrelated third party (for example, through insurance). This is
essentially the same as the guidance applied by private sector entities prior to
their adoption of ASU No. 2010-24.

Measuring Charity Care for Disclosure
.112 In August 2010, FASB issued ASU No. 2010-23, Health Care Entities
(Topic 954): Measuring Charity Care for Disclosure—a consensus of the FASB
Emerging Issues Task Force, to reduce the diversity in practice regarding the
measurement basis used in the disclosure of charity care. Some entities determine their charity care disclosures on the basis of a cost measurement, and
others use a revenue measurement.
.113 ASU No. 2010-23 requires that cost be used as the measurement basis for charity care disclosure purposes and that cost be identified as the direct
and indirect costs of providing charity care. Because various techniques will
likely be used to determine how the direct and indirect costs are identified, such
as obtaining the information directly from a costing system or through reasonable estimation techniques, ASU No. 2010-23 also requires the disclosure of
the method used to identify or determine costs and the amount of any funds
received to offset or subsidize charity services provided (for example, from gifts
or grants restricted for charity care or from an uncompensated care fund).
.114 The amendments of ASU No. 2010-23 are effective for fiscal years
beginning after December 15, 2010, and should be applied retrospectively.
Early application is permitted.
.115 Governmental health care entities (including those that apply paragraph 7 of GASB Statement No. 20) should not adopt the changes required by
ASU No. 2010-23 because those changes only amend FASB ASC. Governmental entities continue to apply the charity care disclosures that were required by
the 1996 edition of the Accounting and Auditing Guide Health Care Organizations (which, prior to ASU No. 2010-23, were identical to the guidance required
by FASB ASC). The charity care disclosures required by the 1996 edition of
the Accounting and Auditing Guide Health Care Organizations represent category (b) guidance within the governmental GAAP hierarchy for governmental
HCOs and are described as such in paragraph 15.112 of the 2011 edition of the
overhauled Audit and Accounting Guide Health Care Entities.
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Inclusion of Community Benefits Information in Audited
Financial Statements
.116 The community benefit standard is a legal standard for determining whether a hospital is exempt from federal income tax under IRC Section
501(c)(3). To obtain information about the nature and amount of hospitals' community benefit activities, Schedule H was recently added to Form 990. Schedule
H requires hospitals to report information on community benefits provided and
sets forth a methodology for quantifying this information in a manner specified
by the IRS.
.117 A portion of the information required by Schedule H relates to charity care. Charity care is an area for which FASB has developed standards
for inclusion of information in general purpose external financial statements.
Those requirements are set forth in FASB ASC 954-605 and were recently updated by the issuance of ASU No. 2010-23 (see the "ASUs" section of this alert).
The FASB and IRS requirements with respect to quantifying the estimated
cost of services provided to charity patients have similarities in that both use
fully loaded estimated costs (that is, all direct and indirect costs of providing
the service). However, the IRS's quantification includes additional costs that
are not included in the GAAP measurement (for example, the inclusion in the
measurement of provider taxes paid). Therefore, the amount of charity care reported on Schedule H may not be consistent with the amount that is required
to be reported for GAAP purposes. Auditors should bear this in mind when
evaluating the appropriateness of their clients' charity care disclosures.
.118 Schedule H also requires hospitals to quantify the estimated cost
of other community benefits provided in a manner specified by the IRS. Some
hospitals may express a wish to include this information in the notes to their
financial statements. Auditors are reminded that, to date, FASB has not developed any standards with respect to the reporting of community benefit information other than charity care in financial statements or notes to financial
statements. The fact that certain information is quantifiable based on formulas
developed by a regulatory body for a specific use does not, by itself, justify its
inclusion in financial statements or notes.
.119 According to FASB's conceptual framework, not all information that
might be useful to users of financial statements is incorporated into financial statements. Both FASB Concepts Statement No. 1, Objectives of Financial
Reporting by Business Enterprises, and No. 5, Recognition and Measurement
in Financial Statements of Business Enterprises, note that the aim of general
purpose external financial statements is limited. External financial reporting does not attempt to meet all information needs of users nor to furnish
all the types of information that financial reporting might provide, and it is
not intended to meet the specialized needs of regulatory bodies. Generally, information that is incorporated into financial statements, notes, and required
supplementary information consists of information for which standards have
been specified by FASB. Although other information and measurements might
be useful to users of financial statements, such information may not be appropriate for inclusion in the financial statements or notes (even if the notes are
marked unaudited). A diagram in paragraph 8 of FASB Concepts Statement
No. 5 provides useful information on distinguishing information that is formally incorporated into financial statements from information that, although
it might be useful to users of financial statements, is generally reported through
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other means, such as management's discussion and analysis (MD&A) (or its
equivalent).
.120 Quantifying the level of community benefits provided is a form of
reporting on an organization's service accomplishments, as defined in FASB
Concepts Statement No. 4, Objectives of Financial Reporting by Nonbusiness
Organizations. In FASB Concepts Statement No. 4, FASB notes that, ideally,
financial reporting would provide information about an organization's service
accomplishments; however, the ability to measure service accomplishments is
generally undeveloped within financial reporting standard setting. Consistent
with the views expressed in FASB Concepts Statement No. 5, FASB observes
that if measures that meet the characteristics for incorporation into financial
reporting are not available, information about service accomplishments can
be furnished by other means, such as managers' explanations in MD&A. The
FASB Not-for-Profit Advisory Committee (NAC) (see the "FASB NAC" section
of this alert) is currently exploring ways to reshape not-for-profit financial reporting to better "tell the story" of what the organization's activities during the
measurement period have been, but no changes to existing not-for-profit GAAP
(see FASB ASC 958, Not-for-Profit Entities) have as yet been proposed. The
Schedule H instructions make reference to a formal community benefit report—
a written report that describes the organization's programs and services that
promote the health of the community served by the organization—and suggest
ways for making such a report available to the public.

New GASB Standards
.121 A number of GASB pronouncements have provisions with effective
dates for fiscal periods ending in 2011 and 2012 or permitting early application.
These pronouncements, which may affect governmental health care entities,
are highlighted as follows.

GASB Statement No. 64
.122 In June 2011, GASB issued GASB Statement No. 64, Derivative
Instruments: Application of Hedge Accounting Termination Provisions—an
amendment of GASB Statement No. 53. This statement clarifies the situations in which an effective hedging relationship is permitted to continue after
the replacement of a swap counterparty or swap counterparty's credit support
provider.
.123 This statement is effective for periods beginning after June 15, 2011.
Earlier application is encouraged.

GASB Statement No. 63
.124 In June 2011, GASB issued GASB Statement No. 63, Financial Reporting of Deferred Outflows of Resources, Deferred Inflows of Resources, and
Net Position, which establishes standards for reporting deferred outflows and
deferred inflows of resources and net position. The statement requires deferred
outflows and deferred inflows of resources to be reported in a separate section
in the statement of financial position following assets and liabilities. The statement of net position should report the residual amount as net position, rather
than net assets; proprietary or fiduciary fund balance; or equity.
.125 Governmental entities are encouraged to present the statement of net
position in the following format: assets plus deferred outflows of resources less
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liabilities less deferred inflows of resources equals net position. Net position
should be displayed in three components: net investment in capital assets,
restricted, and unrestricted.
.126 An illustration of how the components of the net position section
would include the effects of deferred inflows and deferred outflows of resources
is as follows. The net investment in capital assets component of net position
consists of capital assets, net of accumulated depreciation, reduced by the outstanding balances of bonds, mortgages, notes, or other borrowings that are
attributable to the acquisition, construction, or improvement of those assets.
Deferred outflows and deferred inflows of resources that are attributable to the
acquisition, construction, or improvement of those assets or related debt also
should be included in this component of net position. If there are significant
unspent related debt proceeds or deferred inflows of resources at the end of
the reporting period, the portion of the debt or deferred inflows of resources
attributable to the unspent amount should not be included in the calculation of
net investment in capital assets. Instead, that portion of the debt or deferred
inflows of resources should be included in the same net position component
(restricted or unrestricted) as the unspent amount.
.127 This statement is effective for financial statement periods beginning
after December 15, 2011. Earlier application is encouraged. Readers should be
aware of a companion project (discussed in "On the Horizon" section of this
alert) that could significantly expand the use of deferred inflows and deferred
outflows of resources.

GASB Statement No. 62
.128 Prior to issuance of this standard, all governmental business-type
activities (BTAs) (including most governmental HCOs) were required to apply
standards issued by FASB and its predecessors prior to November 30, 1989,
that did not conflict with or contradict GASB standards. As a result, preparers were required to identify which provisions within those FASB standards
(sometimes only a few provisions within a particular pronouncement) were
applicable. The difficulty in doing so was compounded by the fact that the pre1989 FASB literature was "frozen in time" and had to be applied in its pre-1989
state, even if it had since been superseded or amended. Further, the question of
whether certain guidance was conflicting and contradictory was subject to differing interpretations. The need for GASB to take action became more pressing
with the July 1, 2009, launch of FASB ASC, after which the pre-November 30,
1989, authoritative standards were no longer readily available to many GASB
constituents.
.129 Issued in December 2010, GASB Statement No. 62, Codification of
Accounting and Financial Reporting Guidance Contained in Pre-November 30,
1989 FASB and AICPA Pronouncements, extracts all relevant, nonconflicting,
noncontradictory provisions from pre-1989 private sector literature and issues
them in the form of a GASB standard, so that the private sector standards
are no longer needed. Further, it eliminates the option provided under GASB
Statement 20, Accounting and Financial Reporting for Proprietary Funds and
Other Governmental Entities That Use Proprietary Fund Accounting, that allows BTAs and enterprise funds to elect to apply nonconflicting, noncontradictory, post-1989 FASB standards (the so-called paragraph 7 option). Many
governmental HCOs applied the paragraph 7 option.
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.130 Although the issuance of GASB Statement No. 62 means that governmental health care entities will no longer be required to apply any existing or
future private sector guidance, certain private sector guidance may be applied
as other accounting literature, as follows:

r
r

FASB and AICPA pronouncements issued on or before November
30, 1989, that are not addressed in the standard section of GASB
Statement No. 62 become other accounting literature in the hierarchy of GAAP for governmental entities, unless those standards
conflict with or contradict GASB standards.
Post-November 30, 1989, FASB and AICPA pronouncements that
do not conflict with or contradict GASB pronouncements can continue to be applied as other accounting literature.

.131 Chapter 15 of the 2011 edition of the overhauled Audit and Accounting Guide Health Care Entities fully incorporates GASB Statement No. 62.
Appendix A, "Cross-Reference Table for Predecessor Guidance," of chapter 15
provides a cross-reference table to assist governmental HCOs in transitioning
from the former private-sector guidance to the new paragraph references in
GASB Statement No. 62.
.132 Governmental entities that elect to apply the provisions of GASB
Statement No. 62 prior to the effective date will need to remove general and
specific references to FASB and AICPA pronouncements issued on or before
November 30, 1989, from the financial statements and notes thereto.
.133 GASB Statement No. 62 is effective for periods beginning after December 15, 2011, with earlier application encouraged.

GASB Statement No. 61
.134 In December 2010, GASB issued GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No.
14 and No. 34.
.135 Under the governmental financial reporting model, a primary focus
is on whether one organization is financially accountable for another. Neither
GASB Statement No. 61 nor No. 14, The Financial Reporting Entity, explicitly
address evaluating financial accountability in situations involving legal ownership (that is, when a governmental entity owns, or is the sole corporate member
of, a for-profit or not-for-profit corporation). Because such ownership structures
are frequently used by governmental HCOs, auditors should carefully consider
the impact of GASB Statement No. 61's amendments when evaluating a client's
assertions regarding the inclusion or display of legal subsidiaries.
.136 GASB Statement No. 61 amendments that are likely to affect governmental health care entities include the following:

r

r

Currently, GASB Statement No. 14 requires an entity that is fiscally dependent on the reporting government to be reported as a
component unit of the reporting government. Under GASB Statement No. 61, fiscal dependence by itself is not sufficient to require
inclusion as a component unit; a financial benefit or burden relationship must also be present.
GASB Statement No. 61 clarifies GASB Statement No. 14's requirements related to entities whose exclusion would render
the reporting government's statements misleading or incomplete.
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r

r

r

GASB Statement No. 61 clarifies that this evaluation would focus
on consideration of whether excluding the entity is misleading and
emphasizes that a determination of completeness normally would
be based on an evaluation of financial relationships between the
organizations (for example, a significant benefit or burden relationship that is not a temporary arrangement).
Currently, GASB Statement No. 14 requires a component unit's financial statements to be blended with the reporting government's
financial statements in two situations. GASB Statement No. 61
modifies the requirements for one of those situations and adds
a third situation. GASB Statement No. 61 modifies the requirements for blending when the primary government and component
unit have substantively the same governing body. Under GASB
Statement No. 61, in order to justify blending when governing
bodies are substantively the same, either (a) a financial benefit
or burden relationship must exist, or (b) management responsible for the day-to-day operations of the primary government must
also have operational responsibility for the activities of the component unit. The new situation in which blending will be required
is when a component unit's debt will be repaid entirely or almost
entirely with the resources of the reporting HCO.
Many governmental HCOs report all activity in a single column,
rather than multiple columns. When a single-column presentation includes a blended component unit, GASB Statement No. 61
requires the reporting government to disclose condensed combining information (including cash flows) for the component unit in
the notes to the financial statements.
GASB Statement No. 61 imposes new requirements related to reporting equity interests in discretely presented component units.
If the reporting government owns a majority of the stock of a forprofit corporation that is displayed as a discretely presented component unit, the equity interest must also be displayed as an asset
within the reporting government's balance sheet. If the investee is
less than wholly owned, the investee displays the minority interest as restricted nonexpendable net assets. GASB Statement No.
61 broadens this guidance beyond stock ownership to also include
other forms of ownership, such as partnerships.

.137 The requirements of GASB Statement No. 61 are effective for financial statements for periods beginning after June 15, 2012. Earlier application
is encouraged.

GASB Statement No. 60
.138 In December 2010, GASB issued GASB Statement No. 60, Accounting
and Financial Reporting for Service Concession Arrangements. GASB Statement No. 60 addresses how to account for and report service concession arrangements (SCAs), a type of public-private or public-public partnership that
state and local governments are increasingly entering into.
.139 Common examples of SCAs include long-term arrangements in which
a government, referred to as the transferor, engages a private sector entity or
another government, referred to as the operator, to operate a major capital
asset (such as toll roads, hospitals, and student housing) in return for the
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right to collect fees from users of the capital asset. In these SCAs, the operator
generally makes a large up-front payment to the transferor. Alternatively,
the operator may build a new capital asset for the transferor and operate it
on the transferor's behalf. The key distinction between SCAs and contractual
arrangements, such as long-term leases, is that, in an SCA, the transferor
maintains decision-making control over key aspects of the services provided
(for example, the contract provides that the transferor has the ability to modify
or approve the rates that can be charged for the services and the type of services
that are provided).
.140 GASB Statement No. 60 provides guidance for the transferor government on reporting the capital assets; recognizing up-front payments from an
operator (generally, first as deferred inflows of resources and then as revenue);
and recording any obligations that constitute liabilities of the transferor to
the operator. The statement also provides guidance for governments that are
operators in an SCA.
.141 This statement is effective for financial statements for periods beginning after December 15, 2011. In general, its provisions are required to be
applied retroactively for all periods presented.

Comprehensive Implementation Guide Supplement
.142 GASB's Comprehensive Implementation Guide is updated annually
and published each fall. Recently, GASB decided to begin issuing a midyear
supplement to the guide in the early part of each year. The guide and supplements can be ordered through GASB's website at www.gasb.org.

On the Horizon
.143 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections
present brief information about some ongoing projects that have particular
significance to the health care industry. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing existing standards.
.144 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard setters' websites. These websites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed here. Readers should refer to the Audit Risk Alert General Accounting
and Auditing Developments—2011/12 (product no. 0223311) for further information.

Overhaul Project—Audit and Accounting Guide Health
Care Entities
.145 The AICPA has issued the 2011 edition of the overhauled Audit and
Accounting Guide Health Care Entities, which addresses numerous accounting,
auditing, industry, and regulatory issues that have transpired since this guide
was originally issued in 1999. The newly revised edition has been reorganized
to include new chapters on municipal bonds, derivatives, and unique financial
statement considerations for health care entities. Additionally, a new chapter,
updated to reflect the changes in GASB Statement No. 62, has also been added
for governmental health care entities.
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Proposed ASU
.146 In October 2011, FASB issued an exposure draft of a proposed ASU,
Technical Corrections, that makes changes to a number of areas of FASB ASC
to clarify it or correct unintended application of the guidance. The proposed
ASU clarifies the accounting guidance related to continuing care retirement
communities (CCRC) entrance fees that are refundable only from reoccupancy
and provides transition guidance for CCRCs that historically interpreted the
guidance differently (see the "CCRC Refundable Entrance Fees" section of this
alert for further discussion). In addition, it makes a number of other minor revisions to FASB ASC 954, Health Care Entities, and 958, No-for-Profit Entities.
Some of the changes in FASB ASC 958 are applicable to not-for-profit HCOs.

CCRC Refundable Entrance Fees
.147 According to FASB ASC 954, some CCRC entrance fees (for example, declining refund entrance fees and nonrefundable entrance fees) represent
deferred revenue that is amortized into income over the residents' actuarially
expected remaining life, but others (the refundable portion of partially refundable contracts and 100 percent of fully refundable fees) are reported as liabilities. However, a special provision in FASB ASC 954-430-25-1 states that the
portion of refundable entrance fees that will be repaid to current residents only
to the extent of the proceeds of reoccupancy of a contract holder's unit shall be
accounted for as deferred revenue, provided that legal and management policy
and practice support the withholding of refunds under this condition.
.148 In connection with the project to issue the 2011 edition of the overhauled Audit and Accounting Guide Health Care Entities, the Health Care
Audit Guide Task Force proposed to clarify the guide's discussion of the special
provision to indicate that, in order to apply deferred revenue accounting, the
potential limitation on the refund (in the event that the unit was resold for
a lower price) must be explicitly stated in the contract and that it must be
management's practice and policy to apply it. In comment letters, a number
of CCRCs made the task force aware that, in practice, there were widespread
differences in interpretation of this guidance. Due to the close linkage between
entrance fees and real estate prices (which, until recently, have steadily increased in value), a large number of CCRCs with refundable fee contracts
interpreted FASB ASC 954-430-25-1 as permitting (or requiring) them to treat
all contracts stipulating that refundable fees would only be repaid from the
proceeds of reoccupancy as deferred revenue, regardless of whether the contract also stipulated that the amount of the refund would be limited to the
proceeds received from the subsequent resident, if that amount was less than
the amount of the refund otherwise due to the previous resident. This was in
light of the fact that entrance fees always would be expected to increase (and,
thus, the proceeds received from new residents would always be sufficient to
make refunds to previous residents).
.149 As a result of the concerns expressed by those commenters, the task
force eliminated its proposed revisions to CCRC guidance, and the task force
and Health Care Expert Panel devoted significant time, attention, and energy
to finding a way to resolve the differences in practice. This included pursuing
the issue through formal and informal channels with the FASB staff.
.150 For CCRCs, the proposed ASU Technical Corrections clarifies that,
for refundable fees, deferred revenue accounting applies only if (a) the contract
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stipulates that any refund available must be limited to the proceeds from
reoccupancy of the unit, and (b) it must be the entity's policy or practice to
comply with that limitation when issuing the refunds. FASB ASC 954-430-552 illustrates the application of this guidance in a situation in which the contract
limits the amount of the refund to 75 percent of the proceeds of reoccupancy
up to the amount originally paid by the previous occupant. In this illustration,
upon resident C's death, the unit is resold to resident D for a lower entrance
fee than the amount that was paid by resident C. As a result, the amount
ultimately refunded to resident C was limited to $97,500 (the amount received
from resident D).
.151 For CCRCs that may have interpreted the guidance differently in
the past, the proposed ASU provides specific transition instructions that are
to be followed. The cumulative effect of the accounting change made to comply
with the proposed new standard would be applied to the carrying amount of
assets and liabilities as of the beginning of the period of adoption, with an
offsetting adjustment made to the opening balance of retained earnings or net
assets in the period of adoption. (In other words, the cumulative effect is not
applied retrospectively to prior periods.) An entity should follow the disclosure
requirements of FASB ASC 250-10-50 for a change in accounting principle and
disclose the accounting principles that were used before and after application
of the provisions of the proposed ASU, along with the reasons for why applying
this proposed ASU resulted in a change in accounting principle or correction of
an error (in the latter case, due to the subsequent clarification of the guidance).

GASB Exposure Drafts and Projects
Reporting Items Previously Recognized as Assets and Liabilities
.152 In August 2011, GASB issued an exposure draft intended to apply
its conceptual definitions of deferred outflows and deferred inflows of resources
elements to a broader range of items in order to enhance consistency in the
financial statements of governmental entities. The proposed statement Reporting Items Previously Recognized as Assets and Liabilities would require
consideration about whether certain items currently being reported as assets
and liabilities would instead be reported as one of four financial statement elements: revenue, expense, deferred inflow of resources, or deferred outflow of
resources. For example, debt issue costs, which currently are reported in balance sheets as an asset, would instead be reported as an expense of the period
in which they are incurred. Another example is gain or loss on debt refunding,
which currently is deferred and deducted from, or added to, the liability. Under the proposal, the gain or loss would be reported as a deferred outflow or
deferred inflow of resources that is reported separately from the liability.
.153 The requirements of the proposed statement would be effective for
periods beginning after June 15, 2012, with early application permitted. Readers should be aware of the final issuance of the proposed statement and can
visit www.gasb.org to monitor the progress.

Accounting and Financial Reporting for Pensions
.154 In June 2011, GASB issued an exposure draft of a proposed standard,
Financial Reporting for Pension Plans—an amendment of GASB Statement
No. 25, that would radically change how the costs and obligations associated
with the pensions that governments provide to their employees are measured
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and reported. (A related exposure draft, Accounting and Financial Reporting
for Pensions, provides a framework for the financial reporting of the plan.) If
issued in final form, the exposure draft would result in significant changes
for governmental HCOs. Currently, governmental health care entities report
information about their total pension obligation (funded and unfunded) in the
notes to the financial statements and as required supplemental information,
rather than recognizing it on the face of the balance sheet. Under the proposed
standard, all employers would be required to recognize the obligation associated
with the pension benefits promised to their employees in their balance sheets,
regardless of the type of benefit plan arrangement used. The current timetable
for issuance of a final standard is June 2012. Readers should be aware of the
final issuance of the proposed statement and can visit www.gasb.org to monitor
the progress.

Government Combinations
.155 Currently, governmental health care entities apply private sector
standards in accounting for mergers, acquisitions, and other forms of combination transactions. Those that elect to apply post-1989 FASB standards typically
apply FASB ASC 805 to combinations that are purchase transactions. Others
account for purchases in accordance with Accounting Principles Board (APB)
Opinion 16, Business Combinations. For change-of-control transactions that
do not involve an exchange of consideration, most governmental health care
entities apply accounting similar to the pooling-of-interests method described
in APB Opinion 16.
.156 In December 2010, a project was added to GASB's agenda to develop
accounting and reporting guidance for government combinations. The project
description includes the development of guidance for combinations involving
general governments (for example, city and county consolidations), as well as
BTAs. The project is also expected to result in the development of accounting
and reporting guidance for goodwill and discontinued operations. An exposure
draft of a proposed standard is expected to be issued in February 2012, with a
final standard issued by the end of 2012. Readers can monitor the progress of
this project at www.gasb.org.

FASB and International Accounting Standards Board
Convergence Projects
.157 FASB and the International Accounting Standards Board have underway a number of joint projects aimed at improving and better aligning key
areas of U.S. GAAP and International Financial Reporting Standards (IFRSs).
Nearly all these joint projects have implications for HCOs. Three of the most
significant projects are highlighted subsequently.
.158 Over the next few months, FASB is expected to reexpose its proposed
ASU Revenue Recognition (Topic 605): Revenue from Contracts with Customers
to improve and align with IFRSs the financial reporting of revenue from contracts with customers and related costs. The core principle of the draft standard
is that an entity should recognize revenue from contracts with customers when
it transfers goods or services to the customer in the amount of consideration
that the entity receives or expects to receive from the customer. The proposed
standard would replace virtually all the guidance in FASB ASC 954-605.
.159 FASB is also expected to reissue its proposed ASU Leases (Topic
840). Due to the capital-intensive nature of many entities operating within the
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health care industry, leasing is heavily utilized as a financing mechanism. The
proposed ASU would require HCOs to bring all assets and liabilities associated
with leases (including those currently classified as operating) onto the balance
sheet and would also significantly change the expense recognition pattern associated with leases. It also would significantly change the accounting used by
HCOs that are lessors (for example, hospitals that lease space to physicians in
medical office buildings.
.160 FASB is expected to issue a final ASU on accounting for financial
instruments in the next few months. This ASU will create a consistent, comprehensive framework for the recognition and measurement of financial instruments. For HCOs, it potentially could change the manner in which the equity
method of accounting is applied, which could have implications for the measurement basis used for alternative investments. In addition, it would affect
the income statement display of gains and losses on marketable securities and
change the guidance on the recognition of impairments.
.161 Readers should be alert to the issuance of a final standard on financial
instruments in the next few months and can monitor the progress of the revenue
recognition and leasing projects at www.fasb.org.

FASB NAC
.162 FASB NAC was established in October 2009 to serve as a standing
resource for FASB in obtaining input from the not-for-profit sector (including not-for-profit HCOs) on existing guidance, current and proposed technical
agenda projects, and longer-term issues affecting those organizations.
.163 The primary functions of FASB NAC are as follows:

r
r

Provide focused input and feedback to the FASB board and staff
on existing guidance; current and proposed technical agenda
projects; and longer-term issues (for example, the alternatives
and recommended course for financial reporting for not-for-profits
if the SEC mandates IFRSs for SEC registrant companies)
Assist FASB's board and staff in its communication and outreach
activities to the not-for-profit sector about recent and other existing guidance, current and proposed projects, and longer-term
issues

.164 In October, FASB NAC recommended changes in accounting rules
that would enable NPOs to better report and explain their finances to donors
and other interested parties. Key recommendations advanced include the following:

r
r
r

Revisiting current net asset classifications and how they may be
relabeled or redefined, in conjunction with improving how liquidity is portrayed in a not for profit's statement of financial position
and related notes
Improving the statements of activities and cash flows to more
clearly communicate financial performance
Creating a framework for not-for-profit directors and managers
to provide commentary and analysis about the organization's financial health and operations, somewhat similar to the MD&A
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provided by publicly traded companies in their annual reports, to
help them bring context to their financial story
Streamlining, where possible, existing not-for-profit specific disclosure requirements to improve their relevance and clarity

.165 In late 2011, FASB is expected to consider whether to add a formal
project to its agenda to address these issues.
.166 More information about FASB NAC and other FASB advisory groups is available at www.fasb.org/jsp/FASB/Page/SectionPage&cid=
1176154493483.

Resource Central
.167 The following are various resources that practitioners engaged in the
health care industry may find beneficial.

Publications
.168 Practitioners may find the following publications useful. Choose the
format best for you—online or print.

r
r
r
r
r
r
r
r
r
r
r
r
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Audit and Accounting Guide Health Care Entities (2011) (product
no. 0126111 [paperback] or WHC-XX [online])
Audit and Accounting Guide Not-for-Profit Entities (2011) (product no. 0126411 [paperback] or WNP-XX [online with the associated Audit Risk Alert])
Audit and Accounting Guide Government Auditing Standards and
Circular A-133 Audits (2011) (product no. 0127411 [paperback] or
WRF-XX [online with associated Audit Risk Alert])
Audit and Accounting Guide State and Local Government (2011)
(product no. 0126611 [paperback] or WGG-XX [online with the
associated Audit Risk Alert])
Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2009) (product no. 012459 [paperback] or
WRA-XX [online])
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2011) (product no. 0125211 [paperback] or WDI-XX [online])
Guide Compilation and Review Engagements (2011) (product no.
0128111 [paperback] or WRC-XX [online])
Audit Guide Auditing Revenue in Certain Industries (2011) (product no. 0125111 [paperback] or WAR-XX [online])
Audit Guide Audit Sampling (2008) (product no. 012538 [paperback] or WAS-XX [online])
Audit Risk Alert General Accounting and Auditing Developments—2011/12 (product no. 0223311 [paperback] or WGE-XX
[online])
Audit Risk Alert Independence and Ethics Developments—
2011/12 (product no. 0224711 [paperback] or WIA-XX [online])
Checklists and Illustrative Financial Statements Health Care Entities (product no. 0090210 [paperback] or WHE-CL [online])

r
r
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IFRS Accounting Trends & Techniques (product no. 0099110 [paperback] or WIF-XX [online])
Audit and Accounting Manual (2011) (product no. 0051311 [paperback] or WAM-XX [online])

Continuing Professional Education
.169 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. AICPA members pay $180 for a
new subscription and $145 for the annual renewal. Nonmembers pay $435
for a new subscription and $375 for the annual renewal. Divided into 1-credit
and 2-credit courses that are available 24 hours a day, 7 days a week, AICPA
CPExpress offers hundreds of hours of learning in a wide variety of topics.
.170 To learn more, visit www.cpa2biz.com.

Member Service Center
.171 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.172 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from
9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline
at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/Pages/
TechnicalHotline.aspx. Members can also e-mail questions to aahotline@
aicpa.org. Additionally, members can submit questions by completing a Technical Inquiry form found on the same website.

Ethics Hotline
.173 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.

Health Care Industry Conference
.174 The AICPA offers an annual health care industry conference in the
fall. The AICPA National Healthcare Industry Conference on November 17–18,
2011, in Baltimore, MD, is a two-day conference designed to update attendees
on recent developments related to the health care industry. Gain the information and techniques that you need to know to stay on top of trends to benefit
your practice and client offerings. With access to some of the nation's top health
care specialists, you'll get up-to-the-minute comprehensive coverage of health
care reform ramifications. For further information about the conference, call
888.777.7077 or visit www.cpa2biz.com.
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AICPA Health Care Expert Panel
.175 For information about the activities of the AICPA Health Care Expert Panel, visit the panel's Web page at www.aicpa.org/InterestAreas/FRC/
IndustryInsights/Pages/Expert Panel Health Care Entities.aspx.

Industry Websites
.176 The Internet covers a vast amount of information that may be valuable to auditors of health care entities, including current industry trends and
developments. Some of the more relevant sites for auditors with health care
industry clients include those shown in the following table:
Organization

Website

American Hospital Association

www.aha.org

Atlantic Information Services, Inc.

www.aishealth.com

Centers for Medicare & Medicaid Services

www.cms.hhs.gov

Global health reporting

http://globalhealth.kff.org/

Healthcare Financial Management Association

www.hfma.org

Health Forum

www.healthforum.com

Henry J. Kaiser Family Foundation

www.kff.org

U.S. Department of Health & Human Services

www.hhs.gov

.177 The health care industry practices of some of the larger CPA firms
also may contain industry-specific auditing and accounting information that is
helpful to auditors.
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